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In memory of my father,
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Preface

ALMOST THREE YEARS HAVE gone by since the darkest days of the financial crisis, in September 2008, when Bank of America offered to buy Merrill Lynch. During that time, legions of international experts—economists, central bankers, academics, and elected officials—have attempted to explain the origins of the crisis and devise regulations that would prevent such cataclysmic events from occurring again. While there is much to be said in favor of new rules regarding bank capital requirements and the Dodd Frank law that is being implemented in the United States, certain aspects of human nature are not subject to acts of Congress. One lesson from the crisis that should be seared into the public consciousness is that the brightest, most rational men in finance are capable of making supremely idiotic decisions, provided the stakes are great enough.

—APRIL 2011


PROLOGUE

THE WONDER OF IT ALL

 

STAN O’NEAL, CHIEF EXECUTIVE officer of Merrill Lynch, a Wall Street firm on the verge of disaster, had only himself to blame. He calculated the damage that had been wrought. He reviewed the mistakes he had committed, the strategic blunders, the errors in judgment, and disregard for risk, all of which was exacerbated by faulty execution. Of course it wasn’t entirely his fault, since he relied on the advice of the one person who should have known better—his caddy.

The final tally for O’Neal’s round of golf was 88, one stroke better than the day before, but well off the 80 he had shot just a week earlier at Waccabuc, near his home in a remote corner of Westchester County, north of New York City. It was near twilight on a Sunday in late September 2007, and as mediocre as his round of golf at the Country Club of Purchase had been, at least it was a better experience than the meeting he’d had in the city that day, where he had flirted with the unthinkable.

• • •

JUST A FEW HOURS earlier, O’Neal found himself squirming in the backseat of his Audi A8 as his driver navigated the Sunday afternoon traffic of Manhattan, crawling inexorably, block by block, red light by red light, toward his destination, the Time Warner Center on the southwest corner of Central Park.

As always, when the Merrill Lynch chief executive was hatching a plan of any magnitude—from the firing of top executives to the outright sale of Merrill Lynch, which was the reason for his meeting this day—he relied on the counsel and advice of the only person he absolutely, unconditionally trusted: himself.

Throughout his career, that trust had been well-placed. The story of O’Neal’s rise to the pinnacle of Wall Street was by now legendary. The fifty-seven-year-old African-American, born in Roanoke, Alabama, and raised in the dirt-poor town of Wedowee, Alabama, the grandson of a man born into slavery in the 1860s, had shattered every glass ceiling and stormed through, over, or around every obstacle placed in his way to become chief executive of Merrill Lynch at the end of 2002.

Over the next five years, he transformed the business. The backbone of Merrill Lynch had always been its nationwide network of financial advisors—the 16,000 men and women spread across the U.S. who managed not only the investments of the wealthiest people in Philadelphia, Chicago, San Francisco, Los Angeles, and other large cities, but the slender portfolios of the hardworking citizens in second-tier towns like Cincinnati, Wichita, Lansing, Spokane.

Most Wall Street banks and brokerage firms catered to huge institutional investors—pension funds with billions of dollars in assets—and plutocrats sitting atop massive fortunes. It was the genius of Charlie Merrill, the founder of Merrill Lynch, to look beyond the super-wealthy and build an investment advisory business at the grassroots level, by courting “the modest sums of the thrifty,” as he wrote early in his career.

Starting in the 1940s, when most Americans still had searing memories of the stock market crash of 1929 and the Great Depression that followed, Merrill pursued his vision. Over the course of several decades Merrill Lynch became a powerhouse through its incomparable network of brokers across the U.S., connecting Wall Street to Main Street. In the second half of the twentieth century, most large companies that sold stock to the public wanted to use Merrill Lynch as their sales force to reach investors not just in the big cities, but in the midsized burgs of flyover country. A TV commercial in the 1970s, showing a stampede of longhorns, declared that Merrill Lynch was “bullish on America,” and from that point forward, the symbol of the bull became synonymous with Merrill Lynch. The firm’s retail brokers became known as Merrill’s thundering herd.

Across the United States, in every town where they set up shop, members of Merrill’s thundering herd were among the most prominent citizens, stalwarts of the local Rotary clubs, people who could be counted on to raise money for charitable causes. They were the pillars of their communities.

By 2000, the world of capital markets had changed. In order to keep growing, Merrill Lynch had built up its own investment bank so it could originate the stock offerings that were then distributed and sold through its network. It had also constructed a world-class sales and trading operation allowing the firm not only to buy and sell stocks directly for its clients but also to traffic in the lucrative world of fixed-income derivative products, a market in which Merrill Lynch could bet large sums of money to generate easy revenues.

In 2001, Stan O’Neal beat out his competitors for the top job at Merrill Lynch in part because he convinced the board of directors he could whip the firm’s disparate businesses—weighed down by a low-growth network of financial advisors—into a more profitable, full-service investment bank.

From 2002 through 2006 he delivered on that promise, de-emphasizing the company’s roots as a retail brokerage network and building up Merrill’s sales and trading operations, which generated billions of dollars in profits each year. Through the first two quarters of 2007, Merrill Lynch continued its streak of record breaking profits, establishing itself as a Wall Street colossus that rivaled Goldman Sachs, the ultimate Wall Street money machine.

The date was Sunday, September 30, 2007. O’Neal was about to meet with Ken Lewis, chief executive of Bank of America, who was prepared, as a precondition of the meeting, to offer $90 a share to buy Merrill Lynch outright. The stock price had closed at $71.28 the previous Friday. Merrill Lynch had more than 853 million shares outstanding, so at $90 per share, Lewis was prepared to pay almost $77 billion for the company. Based on its own share price, Bank of America had a market capitalization of $223 billion, about three times the size of what Lewis was willing to put on the table for Merrill.

O’Neal had kept the meeting secret from the firm’s directors and everyone else at Merrill Lynch except for his general counsel, Rosemary Berkery, and treasurer, Eric Heaton, from whom he needed specific information for his discussion. He swore both executives to keep the matter to themselves.

The Merrill Lynch CEO was sitting on another secret as well, one which the world outside of Merrill’s board and senior management did not know about. There was a hole in Merrill Lynch’s balance sheet that would wipe out most of the bank’s profits for the quarter and threatened to destroy the institution completely.

After more than five years of easy credit in the banking system—the equivalent of pleasant weather and favorable breezes on the high seas of global finance—a shift had taken place over the summer. The great real estate bubble that had helped fuel growth in the financial sector for much of the decade had burst in early 2007. Companies that originated subprime mortgages were in trouble, if not in bankruptcy, based on an alarming spike in foreclosures. Banks that had gladly provided overnight funding to each other on easy terms suddenly pulled back automatic lines of credit.

Ken Lewis knew all that. What he did not know was that Merrill Lynch, which had more than doubled its balance sheet to $1 trillion in assets over the previous two years, had been mortally wounded by the wipeout of the subprime mortgage market. O’Neal only tuned in to the problem in late July, after the implosion of two hedge funds run by a competing firm, Bear Stearns. The funds had been gigantic, multi-billion-dollar bets on collateralized debt obligations—CDOs, for short—which were securities constructed from subprime mortgages. Following the collapse of the Bear Stearns funds, other Wall Street firms, including Merrill Lynch, scoured their own balance sheets for any signs of exposure to the subprime market.

Then on August 9, 2007, a French bank, BNP Paribas, announced it would suspend the valuation of three subprime mortgage–based investment funds because liquidity in the market had disappeared. The fact that all trading in the market for these funds had stopped meant there was no longer a market.

The BNP announcement caused the normal flow of overnight interbank funding to seize up on the Continent, spurring the European Central Bank to put 95 billion euros into the market as an emergency measure.

For the first time in nine years, when Long Term Capital Management imploded in 1998 and threatened to take down several investment banks, including Merrill Lynch, O’Neal felt fear in the pit of his stomach. Back then, he was Merrill’s chief financial officer and the firm’s exposure to Long Term Capital, a hedge fund that bet the wrong way on interest rates, threatened Merrill’s access to overnight funding.

O’Neal had to return from vacation in the summer of 1998, and for the next three months he spent every day and night worrying about how and whether Merrill Lynch would be funded. A consortium of banks, including Merrill, eventually worked together to unwind Long Term Capital’s positions, but the possibility that Merrill Lynch might get shut out of the market for overnight loans frightened O’Neal and caused him physical pain. Because of that experience, O’Neal shifted Merrill Lynch away from its reliance on overnight funding and toward longer-term debt.

The overnight-funding failure in Europe was surely a harbinger of things to come. There was no way, O’Neal vowed to himself, that he was going to let this CDO problem inflict the same kind of emotional anguish and physical discomfort on him that he had suffered in 1998.

O’Neal summoned Ahmass Fakahany, the co-president of the firm, and told him to assemble a team and deal with the CDO positions in August. When he returned from vacation after Labor Day, O’Neal said, he wanted Merrill’s books to be clean. It didn’t matter if Fakahany hedged the positions or bought insurance from a third party. The only thing that mattered was for the exposure to be removed.

And with that, O’Neal was off on his 2007 summer holiday on Martha’s Vineyard. He threw himself into his favorite sport—golf—playing almost every day, often by himself. O’Neal checked in with the office regularly, but playing golf relieved the tension he felt building up from the firm’s precarious exposure. On Labor Day, O’Neal came back to learn that the CDO positions were still on the books. Fakahany couldn’t find any buyers or people willing to insure the complex positions.

O’Neal had two options: He could immerse himself in Merrill’s business once again, taking control of the situation as he had in 1998 and again after the terrorist attacks of September 11, 2001, when Merrill’s business was threatened and he became the firm’s hands-on leader. Or he could sound out some potential merger partners, large banks that would be able to absorb Merrill’s losses. It wouldn’t hurt to test the market and find out what Merrill Lynch was worth, he told himself.

O’Neal placed a call to Ed Herlihy of Wachtell Lipton, the lawyer who advised Ken Lewis and Bank of America on all of its major acquisitions. O’Neal and Herlihy crossed paths regularly, either at business events in Manhattan or on the golf course. Whenever they met, Herlihy always left O’Neal with the impression that if the situation ever arose in which Merrill Lynch wanted to find a strategic partner, BofA would be interested.

“Ed, I’ve thought many times about a combination between Bank of America and Merrill Lynch,” said O’Neal. “I think you have, too.”

“Yes, we have,” Herlihy replied. “Ken has always been interested in Merrill Lynch.”

“This would be a very difficult deal for people to accept because of heritage and history and the culture and brand of Merrill and the perception that Merrill Lynch would be absorbed by Bank of America,” said O’Neal. “In order to even engage in discussions, if it warranted it, there would have to be a very compelling reason.”

Herlihy asked what “compelling” meant.

“I think north of $90 a share,” O’Neal said. “If there were an interest on your end, I might be willing to listen.”

Over the next several weeks, even as he traveled to Tokyo, then London and Germany, O’Neal had an ongoing dialogue with Herlihy about the meeting. Herlihy pressed O’Neal for details that he could pass on to Ken Lewis in Charlotte. Throughout, O’Neal’s posture was clear: This would not be a negotiation to sell Merrill Lynch, it was simply an exploratory meeting to help O’Neal determine if it made sense to sell the firm. An expert in the bluffs and feints that accompany most discussions about mergers and acquisitions, Herlihy assured O’Neal that he and Lewis understood the ground rules.

As the date of the meeting got closer, O’Neal warned Herlihy that Merrill would be announcing a significant write-down on some of its assets in October. He also said he wasn’t sure $90 a share was an adequate price. Herlihy said he would pass along that information.

KENNETH DOYLE LEWIS, a guarded and taciturn fifty-nine-year-old southerner, became uncharacteristically excited after hearing from Ed Herlihy, the New York lawyer who brokered Bank of America’s biggest acquisitions. Merrill Lynch was willing to sell!

During his six years as chief executive, Lewis had cemented his reputation as a good operating executive, a man who knew how to run the country’s largest commercial and depository bank. But as the fourth CEO of the Charlotte-based bank (it had been known as North Carolina National Bank, and then NationsBank, before the 1998 merger with San Francisco–based Bank of America), Lewis had yet to leave an imprint worthy of his predecessors. Through a series of mergers, Addison Reese had created the bank in the 1960s, Tom Storrs had expanded into Florida, before interstate banking was widely allowed, and Hugh McColl used the interstate platform to buy banks across the U.S. during his two decades at the helm, establishing himself as a legend in the business.

In his six years, Lewis had cleaned up some of the operational mess created by McColl’s quest for empire. Then in 2004 he did an acquisition of his own, buying Boston’s Fleet Financial for $47 billion. In 2007, he was at it again, buying Chicago-based LaSalle Bank for $21 billion, but those deals improved Bank of America’s growth only at the margins.

Lewis had been an important member of McColl’s team, but he would never be compared favorably with his predecessor. No one would ever use the word “legendary” in the same sentence as “Lewis,” unless the name “McColl” was squeezed somewhere in between.

And now here it was, out of the blue, an opportunity for Lewis to pull off something even the great Hugh McColl couldn’t achieve. In the 1990s McColl saw how the combination of Merrill Lynch’s thundering herd of financial advisors could be grafted on to BofA’s nationwide base of “mass affluent” customers to create a superpower in the industry, a demonstrable advantage for the Charlotte bank against its nearest competitors.

The timing wasn’t perfect, since Lewis was about to pay out $21 billion in cash for LaSalle, and had just invested $2 billion in Countrywide Financial, the huge mortgage originator that was hobbled by the real estate downturn. But the acquisition of Merrill Lynch was something Lewis could not pass up. He put Greg Curl, his head of strategy, in charge of drawing up plans that could be presented to the BofA board of directors.

Curl’s team laid out, in a series of charts, how the combination of businesses would turbocharge the bank’s earnings. Merrill’s capital market businesses were much larger than BofA’s, so Lewis could cut costs by folding the division Bank of America Securities into Merrill. Across all of their combined businesses, Curl calculated that BofA could save $6 billion in costs by firing tens of thousands of employees.

To highlight the magnitude of the deal to BofA’s directors, and capture the special nature of the opportunity that lay before them, Lewis affixed the following title to the board presentation: “Merrill Lynch: The Wonder of It All.”

AS HIS DRIVER FINALLY pulled up to the Time Warner Corporate Center, where Bank of America owned a corporate apartment, the squirming O’Neal felt some relief. The drive from his home in Westchester County had been more than an hour and he was desperate to visit a bathroom.

After ushering the Merrill CEO into the BofA apartment on the sixty-fourth floor, which had a view to the northeast, looking out over Central Park, Lewis introduced O’Neal to Greg Curl, the Charlotte bank’s head of strategic planning. O’Neal said hello in his usual calm, businesslike fashion, then excused himself and went directly to the toilet.

Curl and Lewis, who thought O’Neal had zipped across town from his Manhattan apartment, exchanged glances as the moments ticked by and O’Neal remained secreted in the washroom. Finally, the Merrill Lynch CEO emerged, as coolly as if nothing had happened, and sat down with the two men.

For the next fifteen minutes or so, Curl walked through the presentation he had crafted for his own board of directors, showing how the combination of businesses would be sorted out. O’Neal sat quietly, listening to Curl, before finally breaking his silence. “As you know, Merrill Lynch is an incredibly valuable franchise. While this meeting was predicated on a price of at least $90 a share, I think it needs to be more like $100 a share.”

Lewis said he heard that might be the case, and took out a smaller book, a ledger crammed with numbers. He moved away so O’Neal could not see what was in the book, and said that $100 a share might be possible, but only if an additional $2 billion in cost cuts could be achieved.

At this point, Curl left the room so Lewis and O’Neal could negotiate alone.

“What do you want?” Lewis asked O’Neal. “You need to think about what you want to make this happen.”

What did Stan O’Neal want? That was easy. He wanted the one thing Lewis could never give him. He wanted a mulligan, a do-over. He wanted to take his golf ball out of the water hazard on the eighteenth hole, bring it back to the tee, and hit a nice, easy, low-risk shot into the middle of the fairway. He had screwed everything up. All O’Neal wanted was for someone to turn the clock back and give him another chance.


CHAPTER 1

THE YOUNG TURK

 

“MY NAME’S TOM SPINELLI,” said the man at the microphone. “Good morning, Mr. O’Neal, members of the board, executive committee, and fellow shareholders. I would like to apologize in advance if my voice appears to be too loud. The reason is because I have subjective tinnitus; it’s a hearing disorder.”

Spinelli was in the auditorium of Merrill Lynch’s sprawling corporate center outside Princeton, New Jersey, on the occasion of the company’s annual meeting on April 27, 2007. Merrill Lynch’s chief executive, Stan O’Neal, had just reviewed the ninety-three-year-old firm’s record-breaking results in 2006 for his audience. The company he had led since 2002 posted $7.3 billion in profits for the previous year, dwarfing the 2005 earnings of $5 billion, which were also a record. O’Neal could now bask in the glow of his success and soak up the praise bestowed by Spinelli and other investors.

“I would like to emphasize that I’ve been an employee, client, and shareholder for over thirty-five years,” Spinelli continued. “I do know that during your tenure here at Merrill Lynch I have discovered a wealth of new products and services unlike anything I’ve ever seen in the past. As a client it has enabled me to take full advantage of so many excellent investment opportunities in the marketplace. I am now in a position to provide a much more secure financial future for members of my family and myself.

“This is a comment and a personal observation. I neither have the inclination or frame of mind to put you in an awkward position. However it should be stated that thanks to your knowledge, skills, superb leadership, and the expertise of designated members of the executive committee, Merrill is now back and in excellent competitive form.”

Annual shareholder meetings, supposedly the great democratizing force of corporate America, are curious affairs, with CEOs re-elected almost by acclamation by the votes of institutional investors representing huge blocs of votes. The few individual shareholders who do attend often fall into one of two categories: activists agitating for change and well-meaning individuals entranced by the prospect of getting themselves in front of a microphone before a captive audience.

“As you know, the 2008 presidential election is starting to heat up again,” Spinelli went on. “I’m convinced that the Democrats will win back the White House in the aforementioned election. Under our new presidential administration I am confident that you will be called upon [by] our president-elect to serve as his, as an elite member of his or her new cabinet.

“It would be similar to what late President Ronald Reagan did for former chairman and CEO of Merrill Lynch, Don Regan, in 1980, who quietly slipped away in 2003. If you accept to do for our country what you have done for Merrill Lynch, I would no longer just be a content American, I would be a proud American. Thank you and have a nice day.”

O’Neal smiled at this bouquet of gushing praise. “Just the opposite of being too loud,” the CEO said facetiously, pretending not to hear. “If you would say that again … I’m not sure I caught all of it.” The audience broke up in laughter.

“Thank you very much for your comments,” O’Neal continued. “And I have no intention of going anywhere, I’m afraid, because this is where I want to be. Thank you.”

The annual meeting ended, and O’Neal exulted in his achievements. He had, single-handedly it seemed, rescued Merrill Lynch from irrelevance and established himself as one of the most successful CEOs on Wall Street and in corporate America.

Leaving the conference center, O’Neal would join his directors for a board meeting at the Nassau Inn, in Princeton, just a short drive away.

EARLY IN 2007, PROBLEMS emerged in the U.S. real estate market—the great engine of growth across the country over the previous decade. Home prices had stopped appreciating in high growth markets such as California, Nevada, Arizona, and Florida, and as a result, mortgage companies reported an alarming increase in foreclosures. The mortgage companies with the weakest credit standards, such as New Century, failed, while Countrywide, the largest mortgage originator in the country, had fallen on hard times.

While the problems of the real estate market in other parts of the country seemed distant from Wall Street, investment banks such as Merrill Lynch had derived more and more of their revenues from underwriting mortgage-backed securities—bonds which had been created by packaging large groups of mortgages together. For that reason, O’Neal thought it prudent to present his board with an overview of the market for mortgage-related products. Osman Semerci, a rising star at Merrill Lynch, would make this presentation and walk the board of directors through Merrill Lynch’s fixed-income exposures.

Just nine months earlier, O’Neal had encouraged the selection of Semerci, a thirty-eight-year-old native of Turkey, to be head of Merrill Lynch’s fixed-income, commodities, and currencies business, an area known on Wall Street as “FICC.” The term “fixed income” had grown more important on Wall Street over the previous decade because of the proliferation of products that, like bonds, provided a steady stream of payments to the owner. When he was stationed in Tokyo and then in London, Semerci had established himself as a master in the art of selling fixed-income products to other banks and investors.

Nestled comfortably in a dining room at the Nassau Inn, the directors listened closely as Semerci outlined the successes he had engineered in less than one full year on the job: record revenues in FICC for 2006, followed by record revenues in the first quarter of 2007. In addition to the board, several other Merrill Lynch executives sat in on the presentation, including Ahmass Fakahany, the vice chairman and chief administrative officer; Jeff Edwards, the chief financial officer; Rosemary Berkery, the general counsel; and Laurence Tosi, chief operating officer of the global markets and investment banking division of Merrill Lynch.

From a competitive standpoint, Semerci explained, Merrill Lynch was trouncing its competition in year-over-year improvement in his department, with a 36 percent increase in FICC revenues for the first quarter of 2007 over the previous year’s first quarter. By contrast, Morgan Stanley showed a 31 percent improvement, while mighty Goldman Sachs—the perennial leader in almost every Wall Street category—had improved by only 20 percent.

It was now clear why O’Neal had touted Semerci to the board as potential CEO material. Poised and elegant, Semerci demonstrated to the board how he had figured out the formula for maximizing the company’s revenues in an overheated real estate market without exposing Merrill Lynch to any of the downside of the real estate crash. Of the company’s $9.2 billion in FICC revenues for 2006, Semerci explained, only 6 percent—or some $550 million—came from U.S. mortgages. Another 15 percent, or $1.4 billion, came from securitization and foreign mortgages. Merrill’s total exposure to the subprime market amounted to less than 2 percent of its revenues.

Semerci then handed the presentation over to Michael Blum, a subordinate who managed global structured finance and investments. If there was any danger on Merrill’s balance sheet from mortgage-related bets, it would be in Blum’s department, which securitized large pools of mortgages and then sold them to other banks and investors. In the previous two years, Merrill Lynch had generated $700 million in revenues from packaging mortgages into CDOs, large concentrations of similar-type mortgages that could either turn into bars of gold for the acquirer or radioactive bricks that disintegrated in value.

When the real estate market was strong, CDOs were enormously popular, since they promised investors a steady stream of payments at a higher percentage rate than most corporate bonds would pay. For several years, the manufacturing of CDOs was akin to the smelting of gold bars. Merrill Lynch and other banks received fees for forging the CDOs, and were able to sell the products with ease.

As the real estate market overheated in 2005 and 2006, the quality of the mortgages being used to manufacture CDOs deteriorated. Wall Street banks started making CDOs from subprime loans to people who normally wouldn’t qualify for a home loan or who put little or no down payment on a house. In these conditions, CDOs forged from questionable ingredients might turn into bars of gold, if the economy remained strong and the home buyers behind the mortgages kept making their payments, but these latter vintage CDOs were no longer a sure bet. Just the opposite: In the spring of 2007, many of the CDOs circulating in the marketplace were already showing signs of turning into bricks of radioactive waste. It was one thing to make and market these products, but Merrill Lynch’s board and management did not want to own the CDOs.

Blum was unsparing in his description of the shift that had taken place in the markets. The quality of mortgages had dropped dramatically and posed dangers to any bank, such as Merrill Lynch, that participated. He walked the directors through his efforts to limit Merrill Lynch’s exposure to CDOs. He showed how his department had reduced a $17.7 billion subprime mortgage exposure the previous September to $3.5 billion as of the date of his presentation.

At the end of his talk, the directors seemed satisfied with Merrill’s position in the declining mortgage markets. One member of the board, Virgis Colbert, asked a follow-up question.

“Is that all the subprime you have?” he asked Blum.

Blum turned to his boss, Semerci, who was responsible for all FICC investments, not just deals struck in the global structured finance department.

“That’s it,” said Semerci.

IT WAS KNOWN AMONG some of the traders on the seventh floor as the “Voldemort book” because, like the villain of the Harry Potter stories, the mere mention of it was discouraged. Few people outside Semerci’s tight circle were told about the portfolio of super senior CDOs held within the department. But after the blow-up of two Bear Stearns hedge funds in June 2007, Stan O’Neal requested a board presentation about Merrill’s CDOs, and details about what was in the “Voldemort book” began to trickle out.

In early July, John Breit returned from a conference in France when he heard from some of his people that they had been contacted by Dale Lattanzio, Semerci’s second in command. Breit, a physicist by training, had been a risk manager for Merrill’s fixed-income group until a year earlier. The people in his group, who had studied mathematics in great depth, were known as “quants” because of their expertise in complex quantitative calculations. Lattanzio had shown the quants some paperwork for exotic CDO products comprised of subprime mortgages known as “CDO-squareds” to make sure their valuation was correct.

Breit was puzzled. There was a group in place in the FICC department that could have handled this request from Lattanzio easily. It seemed suspicious that Lattanzio would want to go outside the usual channels for an opinion on a product of this sort. In presenting the package of CDO-squareds, Lattanzio eventually told Breit that it was a small position, $6 billion maximum, and that he just wanted to make sure his method of evaluating the amount of losses on that $6 billion position was right. But Breit told him that his valuation was way off. Lattanzio, a forceful man with the build of a football player, backed down, urging the former risk manager not to worry, because the investment was just a small part of a much bigger position. Struck by the irregular nature of Lattanzio’s request, and the revelation that there was a much larger trove of CDO products where this one position had come from, Breit brought the matter to Greg Fleming’s attention. Fleming, Merrill Lynch’s co-president, encouraged Breit to keep digging into the FICC positions and see if there were other problems with Semerci’s books.

TWO WEEKS LATER, on July 17, 2007, Merrill posted second-quarter earnings of $2.1 billion, on revenues of $8.7 billion. But the widely reported news of losses at the Bear Stearns hedge funds—billions of dollars—raised widespread concern on Wall Street that the mortgage meltdown might affect CDO values at other banks.

O’Neal sent a memo to the firm’s employees touting his team’s ability to manage risk. “Over the last six months, we have worked successfully to position ourselves for a more difficult market for CDOs and have been proactively executing market strategies to significantly reduce our risk exposure,” he wrote. “As a result, we are very comfortable with our current exposure to this asset class.” On July 22, Merrill’s board of directors met at the St. Regis Hotel on East 55th Street in Manhattan, just off Fifth Avenue, and one of the topics on the agenda was how Merrill Lynch would be affected by recent events in the markets.

During a meeting of the board’s finance committee, Tosi, the chief operating officer of Merrill’s global markets and investment banking division, made a presentation about the spin-off of Barry Wittlin, one of Merrill’s top bond traders, into Wittlin Capital Group. After finishing his presentation, Tosi decided to stay for the balance of the meeting, and plopped himself down in a seat near Stan O’Neal to hear the update of subprime exposures in FICC from Semerci and Lattanzio.

Lattanzio had relocated to New York after Semerci was promoted the year before. He and his boss presented a chart that showed Merrill Lynch as the leader in CDO production for the first half of 2007, with $34.2 billion in volume. The nearest competitor was Citigroup, which had done $30.1 billion in CDOs for the first six months of 2007, and then eight other banks, rounding out the top ten. Goldman Sachs didn’t even make the list, having apparently dropped out of the business of manufacturing CDOs. On a separate slide, Lattanzio revealed something that would have shocked some of his own traders: The firm had accumulated $31 billion in CDOs on its balance sheet.

But Merrill Lynch was managing its CDO business prudently, Lattanzio said, describing several hedges, or counter-bets, the firm had made to protect itself from the continuing decline of the real estate market. As Semerci looked on approvingly, Lattanzio said that if the market continued the negative trend that had taken hold in the second quarter, Merrill Lynch would only lose $73 million on its mortgage exposures, a tiny sum for a bank with earnings of more than $7 billion the year before.

Sitting at the far end of the table, Tosi grew alarmed. As chief operating officer of global markets and investment banking, he felt he should know what the FICC unit’s positions were. Three months earlier, Semerci had told the entire board that Merrill’s mortgage exposures were minimal—less than 2 percent of the firm’s revenues. But now he and Lattanzio were saying that Merrill Lynch had manufactured a total of $34 billion in CDOs in the first half of 2007 alone, of which $31 billion remained on Merrill’s balance sheet, at a time when no savvy investor was putting money into those products. Tosi began scribbling notes furiously to Jeff Edwards, Merrill’s chief financial officer, who was sitting beside him. The back and forth messaging seemed to distract O’Neal.

After Semerci and Lattanzio finished, O’Neal thanked them, and the FICC executives stepped out into the hallway. Tosi was furious and went up to Semerci and started challenging him about the mass of CDO positions, of which he’d been completely unaware, sticking his finger in his colleague’s chest. Lattanzio, much larger than either, came over to separate the men physically.

“I’m not talking to you anymore!” Semerci shouted at Tosi, before storming off.

Tosi, a graduate of Georgetown Law School who had been hired from General Electric a decade earlier, was a rising star at Merrill. He had been made a managing director before he was even thirty, caught the eye of Fakahany, and risen to one of the top jobs in Merrill’s capital markets group by the age of thirty-eight. Up until this moment, he had been a booster of Semerci’s, just as his boss Fakahany had been. But now he sensed that something was wrong. Semerci had told the board in April that Merrill had almost no exposure to the subprime mortgage market, but Lattanzio had just said Merrill was holding $31 billion worth of CDOs. Almost every respectable player in the market, starting with Goldman Sachs, had reduced its CDO positions during the first half of the year, and yet Merrill Lynch was loading up its balance sheet with these products for the past six months. Why would anyone want to corner the market on radioactive waste?

Not long after the board meeting, Tosi went to Fakahany, with whom he had a close relationship.

“We’ve got a real problem here,” he said.

Fakahany urged Tosi not to get overexcited about the situation, but encouraged him to take a closer look at the positions in the FICC books.

In subsequent days, Tosi tried to find out more information about what Semerci and Lattanzio had done in the CDO market, but his requests for information from the seventh floor, where Semerci ruled the FICC operations, were met with limited assistance. When Tosi did find someone who could talk to him about investment positions that had been established, it was only with trepidation that the person cooperated. Semerci made it clear to everyone in the department that all financial information channeled upstairs had to go through him first.

Tosi connected with John Breit, who was on his own mission to determine the value of the CDO positions in the seventh floor’s “Voldemort book.” By mid-August, the two men were on complementary tracks: Tosi was trying to figure out, from the top down, what had been going on in the FICC unit over the past year under Semerci. Breit and his team of quants were building a case from the ground up, looking at all the mortgage positions salted away on Merrill’s balance sheet and calculating the losses being generated by those positions, losses which Semerci seemed to be understating by a wide margin.

A FEW DAYS AFTER the July board meeting, O’Neal went out to dinner with the two co-presidents of Merrill Lynch—Fakahany and Fleming—and a member of his board of directors, John Finnegan. The foursome went to San Pietro, an expensive Italian restaurant on East 54th Street favored by Wall Street’s heavy hitters.

Also at the restaurant that evening was James “Jimmy” Cayne, CEO of Bear Stearns, who had spent the past month grappling with the meltdown of his two subprime-mortgage-oriented hedge funds, an implosion that cost his firm $200 million and damaged its relationship with the institutions that invested in the funds, such as Bank of America.

Cayne stopped by the table to exchange a few words with O’Neal.

“This is a watershed day,” said Cayne, referring to the collapse of his firm’s hedge funds and the ramifications of that failure. “This is a game-changing event.”

O’Neal disagreed. “I don’t think this will contaminate the rest of the market. It will stay contained in the mortgage area.”

Cayne shook his head and said the damage would extend far beyond that, and walked away.

THE ANNOUNCEMENT BY THE French bank BNP Paribas on August 9 that it was suspending valuation of its mortgage-backed investment funds was an admission of massive losses on its balance sheet that damaged the bank’s capital levels. It caused the normal flow of overnight interbank funding to seize up on the Continent, spurring the European Central Bank to put 95 billion euros into the system as an emergency measure.

When he saw the news about the European bank’s extraordinary decision to throw that much money into the marketplace in order to keep it liquid, O’Neal began to worry that Jimmy Cayne was right. If subprime problems were affecting interbank loans in Europe, they could affect Merrill Lynch as well. O’Neal asked Fakahany, who oversaw the company’s finance and risk operations, to gather more information about Merrill’s exposure to the subprime market.

O’NEAL WASN’T THE ONLY Wall Street executive to link the Bear Stearns hedge fund blowup with the European Central Bank’s emergency funding program.

Dick Fuld, CEO of Lehman Brothers, which had emerged as a powerful force on Wall Street over the previous decade through its aggressive investments in real estate, called O’Neal to see how he was doing.

“I’ve had near death experiences, Stan, and this isn’t one of them!” said Fuld.

After the call, O’Neal turned to several executives sitting in his office and said, “Dick just doesn’t get it.”

•  •  •

IN LATE AUGUST, TOSI came back from a ten-day trip with his wife to Spain. It was supposed to be a vacation, but every day, Tosi found himself obsessing about what had happened in Semerci’s FICC business, poring over financial statements he brought with him and calling Merrill Lynch employees who worked on the seventh floor to pump them for more information.

The first and most obvious issue concerned the $31 billion in CDOs. The size of the position itself was enormous, capable of bankrupting the firm. Under normal risk controls, Merrill Lynch traders would not be able to amass a $1 billion position in a liquid, reliable stock like General Electric. When bankers in Merrill’s private equity division wanted to invest $475 million in a joint buyout of Hertz in 2005, the approval process had taken months and required the backing of the board of directors. Somehow Merrill’s FICC department had amassed the largest single CDO position in the history of Wall Street. Somewhere in the hull of the good ship Merrill Lynch was an enormous concentration of toxic assets that could take the entire enterprise down. Tosi had to find a way to identify it so it could be off-loaded or neutralized before the whole thing blew up.

Then there was a problem with the hedges that supposedly protected Semerci’s CDO positions. At the board meeting in July, Semerci’s right-hand man, Lattanzio, said that he and his boss had bought almost $290 million in insurance to protect against CDO losses, among other hedging activities. This was little comfort to Tosi. Yes, Merrill Lynch did have a $290 million insurance policy on risky subprime investments, but Michael Blum had taken out that insurance policy to protect the investments within his small division of FICC, the global structured finance division. Semerci was attempting to take that hedge out of Blum’s department and move it over to his side of the ledger, which to Tosi appeared to be a violation of basic accounting standards.

Tosi brought the issue of the shifting hedges to Fakahany’s attention, but his boss told him not to worry about it. Tosi insisted that hedges purchased by Michael Blum in his unit be attached to trading positions that Blum himself had purchased and pushed the matter up to O’Neal. At first, the CEO didn’t see what all the fuss over the hedges was about, but eventually he relented as well, and Tosi got his way.

In late August, O’Neal left for a two-week vacation on Martha’s Vineyard. He was aware that concerns had been raised about how much exposure Merrill Lynch had, so he left Fakahany to get a grip on the CDO problem and give him updates on what was happening.

Semerci, meanwhile, became angry and defensive about the incessant requests by outsiders—Breit and Tosi—for information from the seventh floor. At one point, when Breit was relaxing on a beach, Semerci called him up and berated him, telling Breit that FICC’s books were “none of your fucking business.” Semerci reminded everyone in his department that any requests for information from outside the department be forwarded to him.

Semerci still had the support of Fakahany, who was growing tired of Tosi’s conspiracy theories about what was happening in FICC. Every time the thirty-eight-year-old came up to his office to discuss the situation, or give him an update, Fakahany would wave him off, addressing him by his nickname: “Please, LT, not one more time!”

Tosi would not relent. He knew enough people on the seventh floor that he could keep gathering information, just not at the pace he’d like. Tosi conferred regularly with Eric Heaton, the treasurer, and Greg Fleming, both of whom agreed with him that something was seriously wrong in the FICC department. Fleming agreed to work on O’Neal, to try to convince him that Semerci was “ahead of his skis” in grappling with the complexities of Merrill’s massive CDO position. Tosi, who had a better relationship with Fakahany than Fleming, would keep trying to persuade Fakahany to look more closely at the FICC books.

But taking on Semerci posed challenges for the men, even for Fleming, who was higher up in the organizational chart. Fleming had opposed Semerci’s promotion to the job a year earlier, in July 2006. He viewed Semerci as a ruthlessly political executive who only wanted to advance himself in the organization.

Semerci cut an interesting figure at Merrill Lynch. His father had been a major general in the Turkish army, but Semerci’s colleagues had somehow come to believe that the old man was a highranking official in the Turkish intelligence service. The whiff of a connection to an extrajudicial organization and his father’s presumably influential connections lent Semerci an air of mystery and power.

Then there was his background. Semerci had taken an unusual career path at Merrill Lynch, starting off as a retail broker before securing himself a position as an institutional salesman, where the dollar level and complexity of the products being sold required a much higher level of sophistication.

As for the mystery surrounding his start in finance, it was only enhanced by the story Semerci used to tell about his hardscrabble beginnings in Istanbul. One of his first jobs, Semerci told subordinates, was selling hand-crafted oriental carpets to foreign tourists. But the direct sale of these carpets was difficult, so Semerci established himself as a tour guide in Istanbul, where he would lead groups of foreign vacationers through the labyrinthine warrens of the old city, before bringing them to the carpet shop which he represented. Once inside, the tourists were made to feel as though they were being afforded intimate access by their guide to one of Istanbul’s best-kept secrets, a feeling which enhanced their desire to buy.

A meticulously neat man, Semerci exuded an old-world European charm and proved himself to be a terrific salesman when he was posted to London, then subsequently to Tokyo. As a manager, he walked around the trading floor with a notebook, and would ostentatiously write something down in it when someone disagreed with him over a trade or another matter, implying that the incident would be remembered.

In 2003, Dow Kim, a forty-year-old Korean, had been put in charge of all sales and trading operations. But by 2006, the fixed-income division was generating so much revenue every quarter (much of which came from Semerci, who was based in London), that Stan O’Neal felt the unit should have a full-time manager for the position. Kim had come under increasing pressure from O’Neal to boost Merrill’s FICC revenues up to the levels of Goldman Sachs, the industry leader in the category. Kim’s first choice for the job was an internal candidate, Jeff Kronthal, one of the top fixed-income people on Wall Street, who had a deep understanding of risk. But neither O’Neal nor Fakahany was enamored of the fifty-one-year-old Kronthal, who had recently become cautious about trades involving the real estate market.

Instead, top management let Dow Kim know that Semerci would be a good choice for the position. Fakahany was a big booster of Semerci, having overseen his progress in Tokyo and London, and he saw that Semerci had the potential to become a top executive at Merrill Lynch. O’Neal liked Semerci as well. During meetings of the firm’s top global sales force in New York, O’Neal would always attend the large dinner for the team, and more often than not, Semerci seemed to find a way to be seated at O’Neal’s table. (When O’Neal took a summer holiday to Turkey in 2005, Semerci put the CEO in touch with a tour guide who squired the O’Neal family around Istanbul for the day.)

Kim didn’t think Semerci was the right person for the job, in part because of the star salesman’s lack of risk experience, and also because Kim didn’t want to lose his top performer in the London office. Unable to promote the insider he wanted, Kim looked outside the firm, and began negotiations with Jack DiMaio, who had recently spun his hedge fund out of Credit Suisse. Running a fixed-income department is a lot like running a hedge fund. Managers of FICC departments at Wall Street banks aren’t allowed to bet as much of their firm’s money on trades as they could if they were running their own fund, but other than those limits, the skill sets are similar. Good hedge fund operators know how to measure and manage risk.

Negotiations with DiMaio over the acquisition of his hedge fund and his installment as head of FICC were nearly finalized in July 2006. Merrill Lynch acquired part of DiMaio’s hedge fund, and Alberto Cribiore, the director in charge of Merrill’s compensation committee at the time, approved the pay package to be awarded to DiMaio. Greg Fleming met with DiMaio and supported the idea.

But when Semerci found out that a big opportunity for advancement had opened up and that he wasn’t going to get the promotion, he discussed the matter with Fakahany. If he didn’t get the top FICC job, Semerci said, he might as well leave and take some of his top people with him, a move that would hurt the financial performance of the unit. On the other hand, if he were running the FICC department, the business would grow much more quickly than it was under the watch of the older, risk-averse guys currently in place, referring to Kronthal and one of his partners, Harry Lengsfield. With him in charge, there was no reason why Merrill’s FICC department couldn’t generate the kind of profits coming out of Goldman Sachs or Lehman Brothers.

Faced with the prospect of losing a rising star in their organization, someone who had great potential at Merrill Lynch, Fakahany and O’Neal agreed that Semerci should get the job. Fakahany informed Dow Kim that Jack DiMaio wasn’t the right guy for the position and that if he insisted on hiring DiMaio, he would lose Semerci, his top producer in London, and Semerci’s immediate team.

Dow Kim did the math: His bosses didn’t want him to promote Kronthal, and didn’t support his effort to hire Jack DiMaio. Further, if he hired DiMaio, his revenues would take an immediate hit from the departure of Semerci and his team in London.

In late July 2006, Osman Semerci was promoted from his position as a top salesman for Merrill Lynch in London and Europe to head of fixed income, commodities, and currencies at the firm, one of the most complex jobs on Wall Street.

To some extent, the sales and trading desks of every Wall Street bank functioned like in-house casinos, where the banks wagered their own funds in the marketplace. The best firms, such as Goldman Sachs, put strict limits and controls on each trader and kept up-to-the-minute tabs on the bank’s firm-wide exposure at all times. Goldman vested its internal monitors with the full authority of top management to stop any trade, unwind any position, and shut down any trader who trespassed his limit.

By pushing Semerci for the FICC job, O’Neal and Fakahany were taking a salesman with the instincts of a riverboat gambler and making him general manager of the casino. Semerci’s compensation—north of $15 million including bonus and restricted stock—was tied directly to how much business he could gin up.

Fleming was irate over the selection of Semerci and, for the first time since he had been named head of investment banking, capital markets, and private equity in 2003, he confronted the CEO directly.

“You can’t do this,” Fleming told O’Neal over the phone. “You know how Semerci operates. It would be the wrong move.”

“You don’t get it,” O’Neal snapped back. “And I don’t appreciate your advice on this.”

“But, Stan, you know what Semerci is like. This would be completely dysfunctional.”

“What you don’t seem to understand, Greg, is that sometimes, dysfunction is a good thing. Some of the most successful people on Wall Street operate that way,” he added, referring to Anshu Jain as an example. Jain, a hard-charging trader, had left Merrill years earlier for Deutsche Bank, where he was regarded as a star.

Fleming couldn’t believe what he was hearing from the CEO of Merrill Lynch, that dysfunction was somehow a salutary quality in a manager. “You know what, Stan, there’s too big a gap between us on this,” he continued. “At the end of this conversation, we are not going to be in agreement.”

“That’s right,” snarled O’Neal, who insisted that his decision was final and terminated the discussion.

As for Fleming, he knew at that moment that his career at Merrill Lynch had been derailed. In keeping with the dysfunctional management style he espoused, O’Neal shut Fleming off for several weeks, not responding to any calls or e-mails. About a month later, after Semerci had moved into his new job, O’Neal summoned Fleming to his summer home on Martha’s Vineyard for the ritual round of golf, a favor that the CEO dispensed as a way of affirming the value of an underling. During the visit, O’Neal said he still needed Fleming and urged his young executive to stay on board.

In a decision that he would eventually rank as the worst of his career, Fleming agreed to stay, becoming to all outward appearances a lackey in the court of Stan O’Neal.

SEMERCI WAS PROMOTED TO the FICC job in late July 2006. As a condition of his move, he insisted that the existing management team of the FICC department, which included Kronthal and Lengsfield, be fired. The ouster of two highly regarded fixtures of the trading floor—on the same day that several board members were taking a tour of the trading desks—made for unusual theater.

When Semerci arrived a few days later and was introduced to everyone by Dow Kim as the new FICC leader, fixed-income traders gathered on the seventh floor to take the measure of the new boss. Semerci made a few introductory remarks, talking about what he had been doing in Europe, then addressed the topic at hand: “I think the U.S. is very important,” he said. “I don’t know much about U.S. fixed income, but I’m excited to learn.” Most of the veteran traders, who had relied on the decades of expertise that Kronthal and his crew had brought to the game, listened in disbelief. Afterward, Dow Kim went around the room asking individual traders what they thought of the new guy, hoping for an enthusiastic response. Instead, most of the veterans shrugged their shoulders, wondering what to make of the cipher who had just been put in charge of the department.

Within a month, Semerci fired a group of experienced fixed-income traders and replaced them with his own hand-picked collection of salespeople. There would be no time for settling into the job. Semerci had promised Fakahany that he could drive revenue growth, and he had his own aggressive timetable. “I’ve got six months to make this work or I’m out of here,” he told members of his team.

A year later, in the midst of the U.S. real estate meltdown, an expanding group of Semerci’s own colleagues were trying to figure out what he’d done in the fixed-income unit. The market for CDOs had disappeared, meaning that Merrill couldn’t sell any of the billions of dollars in risky assets sitting on its books without dropping their prices so dramatically as to set off a wave of panic about the firm’s overall health.

BY NOW, ONE OF Tosi’s complaints about Semerci had gained traction with upper management. Starting right after the July board meeting, the Georgetown grad had insisted that there was no way the third-quarter losses from the CDOs would be the minuscule sum of $73 million that Lattanzio had predicted. Tosi said the losses from July alone would be $1.4 billion. In a meeting with Fakahany, Semerci acknowledged as much, admitting that his unit might have sustained as much as $800 million in losses for the month of July. Fakahany had become annoyed with Tosi’s incessant updates about what was wrong with Semerci’s books, but Semerci’s own admission that losses would be much worse than what Lattanzio had told the board put the co-president on alert. Fakahany began paying much closer attention to what was going on in the FICC department than he had over the previous year.

Part of being a good salesman is to be able to address the concerns and fears of the buyer. Semerci was a master of the art, and between the July board presentation, when O’Neal first felt that Merrill’s CDO problems might be worse than advertised, and September, Semerci worked on the CEO incessantly, visiting his office when he was in New York and constantly updating him.

From the other side, Fleming was receiving regular updates about what Tosi was learning regarding the financial positions in the fixed-income unit. But in one-on-one sessions with O’Neal, Semerci defended himself, pointing out that Fleming had always disliked him and had opposed his promotion to head of FICC in the first place. Besides, most of Merrill’s CDO problems were positions he inherited from Jeff Kronthal a year earlier, Semerci insisted.

With these deft pivots, Semerci neutralized Fleming’s influence with O’Neal. By September, the advice of Fleming—the co-president of Merrill Lynch—was being ignored by the chief executive, who discounted any criticism of Semerci as being driven by a political agenda. It had taken only thirteen months, but now O’Neal himself was being held captive by the very same “dysfunctional” management style he had lectured Fleming on at the time of Semerci’s promotion.

Tosi’s incessant pestering of Fakahany, however, was having an effect. Every time Tosi found something unusual in the FICC books, he brought it to his boss’s attention.

On Tuesday, September 4, O’Neal returned from his vacation and met Fakahany over a cup of coffee to get a status report on the CDO issue. Fakahany informed him that not only did it seem impossible to sell the CDO positions at anything close to their carrying value, but he was starting to lose confidence in Semerci’s abilities as the head of FICC.

This was grim news. Not only had both men believed Semerci was the right guy for the job, but they had presented him to the board of directors as one of the future stars of Merrill Lynch. O’Neal listened with growing concern as Fakahany told him that Pete Kelly, general counsel of the investment bank, would undertake a review of what had happened in the FICC department. Fakahany also said he would reach out to the board, and prepare the firm’s directors for what might eventually come down the road: Semerci’s ouster and the announcement of sizeable write-downs of Merrill’s CDO positions.

Fakahany kept his loss of confidence in Semerci a closely held secret. But on September 12 the situation began to change. The executive committee of the global markets and investment banking unit held a conference call at 10:30 a.m., on the thirty-second floor of Merrill Lynch headquarters in New York. The participants included Rohit D’Souza, the head of equities, Nate Thorne, who managed Merrill’s private equity investments, Tosi, Semerci, and Andrea Orcel, the head of international investment banking. Semerci and Orcel dialed in from London and D’Souza called from an airport. Tosi and D’Souza had discussed their concerns about Semerci prior to the meeting and both men agreed to take a firm line on Merrill’s exposures during the call.

Shortly after the conference call began, Tosi went on the offensive, pointing out that losses in the fixed-income unit now appeared to be at least $2.1 billion. When confronted with this fact, Semerci became defensive, insisting that the losses came from positions he inherited a year earlier. “These are all legacy positions; we’ve been through this before, LT. It’s Kronthal,” he said.

D’Souza then asked where Semerci was marking his CDO positions, given that the general market was pricing some of those assets at about 80 cents per dollar. “Are you sure you have your CDOs marked correctly, Osman? We are seeing market prices that are different.”

Semerci declared that Merrill’s CDO positions were marked appropriately and that the firm would hardly lose any money on them. “I inherited all this risk,” he explained. “I swam upstream. We’re not going to lose money on this. I’ve got short positions in place.”

D’Souza said he’d heard from traders at Morgan Stanley that they felt Merrill’s CDO prices were way above market.

Now Semerci began to stutter. “Those aren’t priced properly,” he said of Morgan Stanley’s CDO positions.

“What’s the size of our balance sheet?” asked Thorne, the private equity manager.

“We’ve got about $40 billion in CDO exposures,” Tosi said.

“No, no, that’s not true!” Semerci insisted. “It’s all hedged.”

“The only hedges I can see here are from Michael Blum’s positions,” said Tosi, “not the CDOs.”

Semerci, even more agitated, insisted that everything was under control. The call ended abruptly, without any consensus on where the firm was or what it should be doing about its exposures.

Immediately after the meeting, Semerci spent an hour composing an e-mail to Fakahany, complaining that Tosi and D’Souza were ganging up on him. To defend himself, Semerci set forth his accomplishments over the past year, explaining in minute detail how he had taken the mess left by Jeff Kronthal and transformed everything into better shape. Once Fakahany received and read Semerci’s e-mail, he forwarded all of it to Tosi—except for the part where the Turk complained about people ganging up on him.

“LT—fyi this note excerpt is the view on this subject,” Fakahany wrote above Semerci’s long letter. “I think Osman does show that the CDOs were built from Feb onwards but goes through the thought process and lays it out. A lot fits with your thinking. Let’s talk end game strategy tonight. Thanks. AF.”

Tosi then read the contents of Semerci’s original e-mail to Fakahany, an eleven-point rebuttal of the facts that had been raised at the 10:30 meeting that morning concerning Merrill’s CDO positions and whose fault they were. The sheer brazenness of Semerci’s assertions staggered him for some minutes, and then Tosi realized what had just been bestowed upon him: a detailed series of excuses and arguments that could be tested against the facts.

Tosi called Pete Kelly and asked him up to his office on the thirty-fourth floor. Kelly—who was forbidden from discussing the assignment he’d been given by Fakahany to review Semerci’s work—read the e-mail, and the two men reviewed some of Semerci’s claims. Kelly suggested that Tosi dig in and analyze the e-mail, and see if the facts supported Semerci’s assertions.

For two months, Semerci had avoided doling out any more responses than necessary to his examiners and the only information he did pass along was in such granular form as to be almost meaningless without context. Here, finally, in an e-mail, was a broad position statement, an explanation of everything Semerci had done in the past year, and Tosi, who had begun his career as a Justice Department lawyer, shut himself in his office and attacked it point by point.

Tosi spent most of the next forty-eight hours tracking down every scintilla of information concerning the claims that Semerci had made, squeezing his sources on the seventh floor for details of every transaction involving CDOs that Semerci had referenced. Semerci was in London, so Tosi and several subordinates—Frank D’Alessio, Rob Abdel-Malek, and Alan Seklar—could extract information directly from the finance team at FICC without triggering any kind of scene or shouting match with the Turk, given his temper. Even though Semerci was an ocean away, the FICC finance people were scared for their jobs when Tosi approached them. Nevertheless, they cooperated with the probe, and turned over specific information about the department’s balance sheet and sales records, details that had been treated like a state secret by Semerci.

Tosi and his crew worked on and off through the night and straight through the next day, comparing notes, sharing what they had found on the seventh floor and reconstructing what had gone on in the FICC department over the previous twelve months. Pete Kelly occasionally popped in to see what was going on and beheld a scene that looked like a Wall Street version of a college dorm room, minus the beer and pizza: four guys scattered in different corners of the room, each buried in paper. Tosi kept at it through Thursday night, composing his response, decamping to his apartment in the nearby Tribeca neighborhood only briefly to take a jog and a shower to keep himself going, then returning to finish his work on the morning of Friday, September 14.

By midday, after more than forty-eight hours of continuous work, Tosi alerted Heaton and Kelly to what he had found, and sent an e-mail to Fleming. Semerci had been blaming everything on Kronthal, but Tosi had determined the opposite to be the case: “It was all his risk, he could have sold everything and got out, but he increased the risk,” he wrote to Fleming in an e-mail.

Then Tosi took his own work—a heavily annotated version of Semerci’s e-mail—and walked it down to Fakahany’s office on the thirty-second floor. Fakahany was surprised and amused at Tosi’s appearance. Shuffling into a conference room adjoining the co-president’s office, Tosi—the clean-cut Boy Scout from New Hampshire—seemed bedraggled. He was unshaven, tired-looking, and wearing rumpled clothes. He sat down across from Fakahany as if he’d finally found a place to rest following an all-night bender.

“You’re not going to believe what’s in here,” Tosi began, and the amused look left Fakahany’s face. “Not only is it all Semerci’s risk, but he could have sold out a long time ago. He took down his hedges, increased his risk, and we now have eight times the exposure we had under Kronthal. This is all Semerci.”

The manufacturing of CDOs is a two-step process. First, an investment bank has to open a “warehouse” for mortgages. The warehouse isn’t a physical location, but a commitment to fund loans offered by mortgage origination companies to home buyers. Once the “warehouse” has enough mortgages in its pool, the investment bank turns around and securitizes this pool of funds into financial products that resemble bonds. These mortgage-backed bonds then produce a regular stream of payments over many years, the same way corporate bonds or U.S. Treasury bonds do. Because mortgages could be broken down into various categories, such as prime and subprime, the CDOs that were constructed from them contained prime assets (rated AAA) and subprime assets. Until 2006, investors lapped up these products because they paid higher rates of interest than corporate bonds and government bonds.

Semerci claimed in his e-mail that the only thing he did starting in November 2006 through June 2007 was to convert warehouse funds assembled by his predecessor, Jeff Kronthal, into CDOs so that the riskiest portions of these loans—the subprime parts—could be sold off, thus protecting Merrill Lynch. Semerci had even attached a chart showing that the total amount of CDOs and warehouse funds in November was about $32 billion, an amount that didn’t change substantially through the following June, when the total of the two ledgers reached $35.7 billion.

Tosi ripped the chart apart, starting with Semerci’s timing. The new head of FICC took over in late July 2006 and by November he’d already added $9 billion of unhedged risk. Semerci had been able to sell the CDOs that were on the books when he took over, which he did, but then he went out and opened twenty-one new warehouses in late 2006 and 2007. This was a period when every other investment bank, including Bear Stearns—the most aggressive of the Wall Street firms—had scaled back its involvement in the manufacture of CDOs.

Semerci’s eagerness
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